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OPI NI ON

This appeal is made pursuant to section 18646
of the Revenue and Taxation Code fromthe action ofdthe

Franchi se Tax Board in denying the petition of Davi
\WWayne Dpominici for reassessment of a jeo ard% assessnment
of “personal incone tax in the amount of $15,682 for the

perPod January 1, 1981, through Cctober 31, 1981.
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_ ~The issues in this appeal are whether appellant
received inconme fromthe illegal sale of narcotics and,
i f he did, whether respondent properly reconstructed the
anount of that incone.

On Cctober 29, 1981, Deputy Sheriff Patrick J.
Mul | en of the Al ameda County Sheriff's Department,
Narcotics Investigation Unit, received information from a
confidential reliable informant (CRI) that David Wayne
Doninici, who resided at 20898 Locust Street, Hayward,
California, was in possession of cocaine. The CRI
further stated he had overheard appellant state that the
cocaine was for sale for $110 per gram

The cr1 had previously provided Deputy Millen
with reliable information which had resulted in the
seizure of marijuana, cocaine, and hashish on three sepa-
rate occasions, and one arrest, None of the infornmation
attributed to this crI had ever been found to be false.

As a result of the above infornmation, the

police secured a warrant to /search appellant and his
resi dence. |

On Cctober 30, 19811, Deputy Millen and officers
of surrounding police departnents, armed with a search
warrant, stopped appellant who was driving on Foot hil
Boul evard in Hayward. They 'served the search warrant.and
searched appellant, whereupon they found a vial contain-

i ng between 1/4 and 1/2 gram of cocaine.  Appel | ant
acconpanied the officers™to /his Locust Street residence
and a further search was conducted. Various items were
seized at the residence including: (1) 3.9 ounces of
cocai ne, SZ) 188.6 grans (G-lﬁvquocesg of marijuana Thai-
Sticks, (3) 4.7 ounces of hashish, (4) 1 1/2t0 2 pounds
of marijuana, 1/2 pound of which was determned to be
high grade sensimlla, (5) a/ gram scale, (6) barbitu-
rates, (7) appellant's wallet containing what appeared to

be drug sales records, and (b) $4,580 in cash.

_ Deputy H D. Hoig of the Al ameda County
Sheriff's Narcotics Investigation Unit confirned that the

records found in appellant's|wallet, and corroborated by
the crr1 to belong to appelrank; were in fact narcotics
sales records with the decimal point noved to conceal the

true cash anounts. \

Based upon the above information, respondent

determned that appellant's narcotics sales had resulted
in taxable incone for the period January 1, 1981, through

|
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October 30, 1981. It was further determned that the
col l ection of tax would be jeopardized in whole or in
part by delay. Respondent estimated appellant's taxable
i nconme to be $361,915.50, based solely on the anounts
contained in appellant's sales |edger, after allowing a
deduction of 50 percent for cost of goods sold. Accord-
ingly, .a jeopardy assessment was issued on Novenmber 2,
15% , for the above taxable period reflecting a net tax
liability of $38,626. Two "Orders to Wthhol'd" were
issued: the first was served on the A ameda County
Sheriff's Office, the second on the Wells Fargo Bank in
Hayward.  The anount of $4,580 was recovered fromthe
sheriff's office, and $164.10 from the bank. The $4,580
was ultimately returned to appellant.

Prior to the hearing on appgllant‘s petition
for reassessnment on Novenber 2, 1982,% appel | ant
refused to conplete a financial statenent and question-
naire or provide any other formof witten financial
information. At the hearing, appellant's attorney stated
that appellant kept no records other than the "l edger"
sheets seized at the time of his arrest. According to
appel l ant, some of. the figures on the sheets are actually
subtotals of a series of sales to a buyer or are
purchases of drugs for resale.

At the hearing, appellant also stated, through
his attorney, that he had been selling approxinmately
three pounds of marijuana a nonth for approxi mately nine
months prior to his arrest (connpnC|n% I n approxi mtely
February 1981) and had been selling three to four ounces
of cocaine a nonth for approximtely five nonths. The
marijuana was purchased for $800 to $1,200 per pound_and
sold for approximtely $1,600 to $2,400 per pound. The
cocai ne sold for approximately $110 per gram and had a
25% markup fromits ﬁurchase_price of $80 per gram
Appel | ant” estimated his net incone was approximately
$48,000 for the nine nonths of his narcotics operation

_ Subsequent to the petition for reassessnent.
hearing, respondent's hearing officer adjusted appel -
lant's income. The facts used in the final adjustnent of
t he jeopardy assessment were based on the adm ssions

1/ In the interimperiod between the date of his arrest
and the petition for reassessnent hearing, several

actions regarding the seizure of appellant's property
took place, which are not relevant to this appeal
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|

?i ven to the heari ng officer| by appel | ant's attorney at
he Franchise Tax Board hearing, and from information
found in appellant's Su?eri or Court Probation Report.
Respondent’ s hearing officer/listed all the drug sales .
recorded on the "ledger" sheets seized at the tine of his
arrest using only the figures on the records as the?/
appeared w thout changing the deciml points to reflect
hi gher amounts.  (Resp. . Y) The hearing officer also
concl uded, based upon appellant's admi ssion in his proba-
tion report, that appellant had personallx consuned one
gram of cocaine per dav, at a value of $110 dollars per
gram for a total of $33,000/ dollars during the assess-
ment period. The cost per qram was corroborated by
Information received from the CRI and the price |i5t
provided by the Western states (Police) Infornation
Network. When the anounts in appellant's |edger were
added to this anount, appelljant's resulting taxable
incone was determined, .0 be $154,227 with a net tax
liability of $15,682.2° This tinely appeal followed.

On Novenber 5, 198?2§,_aop_el | ant entered a nego-
tiated plea of Squilty to a violation of section 11350 of
the Health and Safety Code (possession of cocaine). .

Appel | ant challengLas_the revi sed assessnent on
two grounds:  first, becauseitincludes an adjustnent of
$33,000 attributed to appellant's self-consunption of
cocai ne and he was not accorded a hearing relative to the
nature of the quantity of nis drug usage during the
period in question and second, that the reschedul ed
assessnent does not reflect subtotals or purchases of
drugs which were listed on the scraps of paper seized

from appel | ant ., |

“Appel | ant has conceded that he received incone
fromthe illegal sale of narcotics; therefore, respondent's

2/ The original tax liability, before any nodification
by the hearing officer, was $38,626 which included an

adj ustment for the cost of goods sold. This deduction is
now prohi bited b?/ statute: therefore, the revised assess-
ment did not include a cost of goods sold deduction.
Effective September 14, 1982, Revenue and Taxation Code
section 17297.5 provides that no deduction shall be
allowed in cases where the incone is derived fromthe

sal e of a controlled substance such as cocaine. Section
17297.5 is specifically made/ applicable with respect to .
t axabl e years which have notibeen cl0sed by a statute of
limtations, res judicata, or otherw se.
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conclusion in this regard is reasonable. The second
question is whether respondent properly reconstructed the
amount of appellant's income fromdrug sales.

_ Both federal and state income tax regul ations
requi re each taxpayer to maintain such accounting records
as Wi ll enable himto file a correct return. &Trea&

Reg. § 1.446-1(a)(4); Forner Cal. Admn. Code, tit. 18,
r%g._17561, subd. (a)(4), repealer filed June 25, 1981
(Register 81, No. 26).) If the taxpayer does not nain-
tain such records, the taxing agency is authorized to
conpute his income by whatever nethod will, inits judg-
ment, clearly reflect inconme. (Rev, & Tax. Code, .

§ 17561, subd. (b).) The existence of unreported income
may be denmonstrated by any practical method of proof that
is available. (Davis v. United States, 226 r.2d4 331 (6th
Cr. 1955); Appeal of John and CodelTe Perez, Cal. St.

Bd. of Equal =, Feb. 16, I97I.)] Mathenafical exactness is
not required. (Harold E. Harbin, 40 T.C 373, 377
(1963).) Furthermdre, a reasonable reconstruction of

I ncone is presumed correct, and the taxpayer bears the
burden of grOV|ng It erroneous. (Breland v. United
States, 323 F.2d 492, 496 (5th Cr.71963). Ap

Varcel” C. Robles, Cal. St. Bd. of Equal., Jume 28, 1979.)
The presunpiron is rebutted, however, where the recon-
struction |'s shown to be arbltrary and excessive or based
on assunptions which are not supported by the evidence.
(Shades Ridge Holding Co., Inc., ¢ 64,275 P-H Menn. T.C.
(1964), aftd. subnom., Froreffa v. Conm ssioner, 361
F.2d 326 (5th Gr. 1966)%)

There are several accepted nmethods which
respondent can utilize to reconstruct incone in cases

such as this. In conputing appellant's taxable incong,
respondent used the sales nethod based solely on the
amounts listed in appellant's “ledger". Gven the infor-

mation furnished by the CRI prior to appellant's arrest
and by appellant's representative at the petition for
reassessnent hearing, it appears respondent reasonably
relied upon the "ledger” as an accurate record of appel -
lant's sales. (See A@Qeal of Mart Conrad Wende, Cal. St.
Bd. of Equal., MarAlr1; X HOWEVET,  respondent. al so
determ ned that appellant self-consumed approxi mately one

gram of cocaine a day, valued at $110 per gram for the
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period January 1, 1981, to Cctober 31, 1981.3/ Inclusion
of an anmount attributable to ]ersonal consunption IS not
reasonabl e when the sal es nethod of reconstructing income
I's, used because the anount of sales, as opposed'to
purchases, woul d not be affected by personal consunption
An amount for self-consunmption is generally enployed when
the net worth nethod of reconstruction of income is used
wher e the taxpayer's |IVIH% expenses, including any drug
use, are conputed. (See Llorente v. Conm ssioner, 649
F.2d 152 (2nd Gir. 1981).) W nust therefore nodify
respondent's assessment to exclude the $33,000 in income
attributed to appellant's self-consunption of drugs.

Appel | ant nmakes several other assertions in an
attenpt to undermne respondent's reconstruction of
income for the period in question. W do not find them
persuasive. Again, We emphasize the fact that when the
taxpayer failS to conply with-the law in supplying the
required information to accurately conpute incone and
respondent finds it necessary to reconstruct taxpayer's
income, sone reasonabl e basis must be used. Respondent
must resort to various sources of information to deter-
m ne such income and the resulting tax liability. In
such circunstances, the reasonabl e reconstruction of
income will be presumed correct, and the taxpayer has the
burden of disproving such conputation even though crude.
(Agnell'ino v. Conm ssioner, 302 r.2¢ 797 (3d Cr. 1962);
Merritt v. Conmssioner, 301 F.2d 484 (5th Cir. 1962).)
MEFE‘E§Sert|6ﬁ§‘ﬁV‘Tﬁ§‘Tax8ayer are not enough to over-
cone that presumption. (Pinder v, United States, 330
F.2d 119 (5th Gr. 1964).)

After reviewing the entire record, we conclude
t hat appel |l ant received unreported taxable incone from

) i
3/ ThE actual assessment | S dated January 1, 1981, to

October 31, 1981. The |atter date is erroneous and
'shoul d be October 30, the date of appellant's arrest..
Addltlonalny, we note that there appears to be no basis
for respondent's choice of January 1, 1981, as the

starting date for appellant's involvenent in drug sales
and usage. No evidence was presented which woul d reason-

ably lead to such a conclusidn. _In any event, because of
our “conclusion that the anmount of drugs which were self-
consumed should not be included in appéllant's incone,

and_ our acceptance of the sales nethod of reconstruction
of income as proper, the dates used by respondent do not

affect the outcome of this appeal
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il1legal drug sales for the period in question and that
respondent's jeopardy assessnment shoul d be sustained as
modi fied in accordance with this opinion.
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ORD

Pursuant to the vi.e

of the board on file in this
appearing therefor,

| T IS HEREBY ORDERE
pursuant to section 18595 of
Code, that the action of the
den¥|n? the petition of David
ment of a jeopardy assessnent
the anount of $15,682 for the
t hrough Cctober 31, 1981, be

E

et

ws expressed in the opinion
proceeding, and good cause

R

D, ADJUDGED AND DECREED,

the Revenue and Taxation
Franchise Tax Board in

Wayne Dominici foOr reassess-
of “personal income tax in
period January 1, 1981,

and 1S the sanme hereby

modified in accordance wth this opinion. In all other
respects, the action of the Franchise Tax Board is
sust ai ned. .

Done at Sacranento, California, this 13th day
of Decenmber, 1984, by the State Board of Equalization,
with Board Menbers M.Nevins, M. Dronenburg, M. Collis,
M. Bennett and M. Harvey present.

Ri chard Nevins , Chai rman
Ernest J. I>ronenburg, Jr. . Menber
Conway H. collis Menber

|
WI!liam M Bennett » Menber

1
Wl ter Harvey* Menber

*For Kenneth Cory, per Goverr
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